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89re CoNGRESS HOUSE OF REPRESENTATIVES RepoRrT
1st Session No. 1118

TAX TREATMENT OF CERTAIN AMOUNTS PAID TO
CERTAIN MEMBERS AND FORMER MEMBERS OF
UNIFORMED SERVICES AND TO THEIR SURVIVORS

OctoBER 5, 19656.—Committed to the Committee of the Whole House on the
State of the Union and ordered to be printed

Mr. Mirs, from the Committee on Ways and Means, submitted
the following

REPORT

[To accompany H.R. 10625)

The Committee on Ways and Means, to whom was referred the bill
(H.R. 10625) to amend the Internal Revenue Code of 1954 with
respect to the tax treatment of certain amounts paid to servicemen
and survivors, having considered the same, re{mrt favorably thereon
with amendments and recommend that the bill as amended do pass.

The amendments are as follows:

Strike out all after the enacting clause and insert in lieu thereof the
following:

That (a) (1) part III of subchapter B of chapter 1 of the Internal Revenue Code
of 1954 (relating to items specifically excluded from gross income) is amended by
redesignating section 122 as section 123, and by inserting after soction 121 the
following new section:

“SEC. 122. CERTAIN REDUCED UNIFORMED SERVICES RETIREMENT PAY.

“(a) GENERAL Rung.-~—In the casc of a member or former momber of the uni-
formed scrvices of the United States who has made an election under chaptor 73
of title 10 of the United States Code to reccive a reduced amount of retired or
retainer pay, gross income does not include the amount of any reduction after
December 31, 1965, in his retired or retainer pay by reason of such election. -

“(b) SpeciaL RULE—

“(1) AMOUNT BXCLUDED FROM GROsS INComME.—In the ease of any indi-
vidual referred to in subscetion (a), all amounts received after Deecember 31,
1965, as retired or retainer pay shall be excluded from gross income until
there has been so excluded an amount cqual to the consideration for the
contract. The preceding sentence shall apply only to the extent that the
amounts received would, but for such sentence, be includible in gross income:

(2) CONSIDERATION FOR THE CONTRACT.—For purposes of paragraph (1)
and section 72(0), the term ‘consideration for the contract’ means, in respect
of any individual, the sum of—
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““(A) the total amount of the reduetions before January 1, 1966, in
his retired or retaincr pay by reason of an election under chapter 73 of
title 10 of the United States Code, and

“(B) any amounts deposited at any time by him pursuant to section
1438 of such: title 10.”

(2) The table of sedtions for such part 11T is amended by striking out the item
relating to section 122 and inserting in lien therecof the following:

“See. 122. ﬂertain reduced uniformed services retirement pay.
“‘See. 123. Cross references to other Acts.”

(b) Section 72 of sueh Code (relating to tax treatment of annuities) is amended
by redesignating subseetion (o) as subsection (p), and by inserting after sub-
section (n) the following new subsection:

“(o) AnNtuiTies UNDER RETIRED SERVICEMAN's FamiLy ProtEcTioNn Pran.—
Subsections (b) and (d) shall not apply in the casec of amounts received after
December 31, 1965, ag an annuity under chapter 73 of title 10 of the United
States Code, but all such amounts shall be cxcluded from gross income until
there has been so excluded (under scetion 122(h)(1) or this section, including
amounts excluded before January 1, 1966) an amount equal to the consideration
for the contract (as defined by scetion 122(b)(2)), plus anv amount treated
pursuant to section 101(h)(2) (D) as additioral consideration paid by the cmployec,
Thereafter all amounts: so received shall be included in gross income.”

(e) Section 101(1)(2)(D) of such Code {relating to special rules for employees’
death benefits) is amended by adding at the end thereof the following new sen-
tence: ‘‘Paragraph (1) shall not apply in the case of an annuity under chapter 73
of title 10 of the United: States Code if the individual who made the election under
such chapter died after attaining retirement age.”

(d) The amendments made by subsections (a) and (b) shall apply with respeet
to taxable years ending after December 31, 1965. The amendment made by
subscetion () shall apply with respeet to individuals making an eleetion under
chapter 73 of title 10 of the United States Code who die after December 31, 1965.

Sec. 2. (a) Section 2039(¢) of the Internal Revenue Code of 1954 (relating to
exclusion from gross estate of annuitics under certain trusts and plans) is
amended— :

(1) by striking out “or” at the end of paragraph (2), by striking out the
period at the end of paragraph (3) and inserting in lieu thereof “; or’’, and by
adding at the end thercof the following new paragraph:

“(4) chapter 73 of title 10 of the United States Code.”;

(2) by striking out “or under a contract described in paragraph (3)” in
the second scntence and inserting in lieu thereof ““, under a contract described
in paragraph (3), orunder chapter 73 of title 10 of the United States Code’;
and

(3) by inscrting at the end thereof the following new sentence: “For
purposecs of this subsection, amounts payable under chapter 73 of title 10
of the United States Code are attributable to payments or contributions
made by the decedent only to the oxtent of amounts deposited by him
pursuant to scetion 1438 of such title 10.”

{b) (1) Bection 2517(a) of such Code (relating to gift tax treatment of certain
annuities under qualified plans) is amended by striking out “or’” at the end of
paragraph (2), by striking out the period at the end of paragraph (3) and inserting
in li(ls]u thereof “; or”, and by adding at the end thereof the following new para-
graph:

“(4) chapter 73 of title 10 of the United States Code.”

(2) The first sentence of scetion 2517(b) of such Code (relating to transfers
attributable to employeel contributions) is amended by inserting “(other than
paragraph (4))” after “referred to in subscction (a)”.

(e) The amcndments made by subsection (a) shall apply with respect to
decedents dying after December 31, 1965. The amendments made by sub-
section (b) shall apply with respect to calendar years after 1965.

Amend the title so q.s to read:

A bill relating to the tax treatment of certain amounts paid to certain members
and former members of the uniformed services and to their survivors.
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1. SUMMARY

This bill makes a series of amendments to the Internal Revenue
Code designed to provide essentially the same tax treatment under
the retired serviceman’s family protection plan where provision is
made for annuities for surviving spouses or certain child beneficiaries
as already is provided in the case of the civil service retirement pro-
gram and other qualified pension plans. Thus where reduced retire-
ment pay is accepted by servicemen (or former servicemen) in order
to provide annuities for their survivors, the amount of the reduction
will no longer be taxed to the retired servicemen and such reductions
which have been included in retired servicemen’s retirement income in
the past may be offset against otherwise taxable retirement pay in the
future. The exclusion of up to $5,000 paid to & survivor of a decedent
which is available where an employer makes the payment to a bene-
ficiary on account of the death of an employee also is to be available
to survivors of deceased servicemen who retired because of disability
and died before attaining normal retirement age. In addition the
estate and gift tax exclusions available under present law for the
value of survivor annuities in the cose of civil service annuities and
those under other qualified pension plans ere also to be made avail-
able in the case of annuities provided for survivors under the retired
serviceman’s family protection plan.

The income tax amendments generally apply to taxable years
ending after December 31, 1965, or in the case of the death benefit
exclusion to those who die after that date. The estate tax amendment
applies to decedents dying after December 31, 1965, and the gift tax
amendments to gifts made after the calendar year 1965.

The bill as amended has been reported unanimously by your com-
mittee and its passage is favored by both the Treasury Department
and the Defense Department.

II. REASONS FOR THE BILL

Under present law, a member of the armed or other uniformed
services may elect to receive & reduced amount of retired or retainer
pay during his lifetime in order to provide an annuity for his surviving
spouse or certain child beneficiaries. Provision is made for this under
the retired serviceman’s family protection plan (10 US.C. 1431 et
seq.)-

%‘nder present law, generally, when an individual receives a pension
or annuity which has been wholly provided by his employer, he is
taxed on the payments when veceived as ordinary income.! In
addition, under present law, when an individual elects to receive a
reduced pension in order to provide an annuity for his survivor, in
liew of a single pension, unless he is covered by a qualified pension or
annuity plan, he generally is ireated as if he still received the single
pension, and is taxed on the full amount he would have received had
he not elected to receive the lesser amount. This treatment prevails
for such a nonqualified pension and annuity because the retirce had
the cption to receive the greater amount. By electing to receive the
reduced amount, he is considered, in effect, to have constructively

1 In the case of contributory pensions or annuities, a portion of the pension or annuity payments deter-

mined on the basis of the total of the contributions is frec of tax, This entire amount, called the investinent
in the contract, may be returned in the first 3 years or over the life expectancy of the annuitant.
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received each larger pension payment and to have exchanged part of
each of these payments for the annuity for his survivor. In this case,
therefore, upon ‘the death of the retiree, his survivor is treated as
having an investment in the annuity she then receives in an amo unt
equal to the reduction in the retires’s pension on which he paid tax
up to the time of his death. This amount is treated as the survivor’s
“consideration’”’ for the annuity and she is permitted to recover it tax
free over her life expectancy.

In the case of qualified pension plans, a different treatment, is pro-
vided for elections' of these survivor annuities. Instead of treating
an election to take such an annuity to be an exchange of a portion of
single pension for the survivor annuity (and, therefore, taxable to the
extent of the exchange), the survivor annuity is treated as a mere
continuation of the initial pension. Tt follows from this treatment
that upon the death of the retiree, the survivor is treated as having
no “‘consideration’ ifor the survivor annuity by reason of the election
and, therefore, she has no tax-free recovery (on this account) over
her life expectancy. As a result, in the case of qualified pensions and
annuities where the employee made no contributions, the entire
amount of the payments actually received by the retiree and his
survivor are subjeet to tax as received. However, the retiree is
not taxed on any additional amount over and above the amount
actually received (that is, the reduction in his single pension because
of the election of the survivor feature).

Among the requitements to obtain qualified status and, therefore,
to be eligible for this treatment of survivor anmuities are require-
ments that the plan be nondiscriminatory and that it be funded.
The retired serviceman’s family protection plan meets the nondis-
criminatory tests but is not a qualified plan under present law because
it is not funded. In this respect it differs from th> civil service retire-
ment program (5 U.S.C. 2251 et seq.), which has been classified ag a
funded plen and, therefore, does quelify for the survivor annuity tax
treatment outlined here.

In addition to the generally more favorable income tax treatment
received by qualified pension or annuity plans with respect to the
survivor feature, these qualified plans also receive other tax advantages
under present law. In the case of the estate tax, for example, the
value of annuities to be received under qualified plans (to the extent
not contributed by the employee) passing to a survivor are excluded
from the gross estate and, therefore, not subject to estate tax. In
the case of nonquslified plans, generslly this value is included in the
astate tax basa,

In addition, in the case of qualified pensions and annuities (to the
extent not contributed by the employee), the exercise (or failure to
exercise) by an employee of an election to take a survivor annuity in
place of part of a singf)e:, pension is not considered a taxable gift by the
relztiree. The contrary is generally true in the case of nonqueﬁﬁed

ans. ;

P A third advantage:in having a qualified Pension plan is that in the
case of these plans an exclusion of up to $5,000 is available t6 the
survivor where the retiree dies before retirement age. This is an
exclusion for income tax purposes.

our committee believes that members (or former members) of
the uniformed services should be treated essentially the same as
retirees under the civil service program and under other qualified
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pension or annuity plans. Your committee has concluded that there
1s no substantial grounds for distinguishing the tax treatment of the
plan for the uniformed services from these other plans. Although
qualified plans are required to be funded in order to give assurance
that the money intended for payment of the retirement benefits is
actually available to pay the benefits when needed, the obligation
of the United States to pay benefits under the retired serviceman’s
family protection plan is, in the opinion of your committee, a suffi-
cient guarantee that these amounts will be paid when due. As a
result, your committee bas concluded that these uniformed services
retirees should be treated in the same manner as pensioners under
qualified plans. In doing this, however, your committee does not
intend to extend any advantages to the uniformed services personnel
not available to civil service retirees. Thus, although survivor
annuities are considered under this provision to be a continuation
of the initial single pension for purposes of reducing the taxable
portion to the retiree, it is not intended that any benefit the retiree
receives on account of disability be carried over and applied in the
case of the survivor. Such an execlusion is not availabfe at present
for the survivors of uniformed services retirees or in the case of civil
service retirees, and it is not intended by this action that any such
benefit be extended.

III. GENERAL EXPLANATION

Income tax treatment of election of annwity for survivor

The bill first deals with the income tax treatment of the uniformed
services personnel who elect to take a reduced amount of retirement
pay in order to obtain an annuity for their surviving spouse or other
beneficiary.

The bill provides as a general rule (new sec. 122(a) of the code)
that members, or former members, of the uniformed services of the
United States who make or have made an election under the retired
serviceman’s family protection plan (ch. 73, title 10, U.S.C.) to receive
a reduced amount of vetirement pay (or retainer pay) are to exclude
from their gross incoms for tax purposes any reduction in their retire-
ment pay (or retainer pay) resulting from this election. 'This rule
applies to reductions in retirement pay after December 31, 1965.

Thus, where a serviceman who was eligible to receive retirement
pay of $500 a month elects to receive, perhaps, $400 a month instead
in order to obtain for his wife an annuity of $200 a month upon his
death, he will (insofar as retirement pay received in the future is
concerned) report $400 a month for tax purposes during his lifetime,
rather than the $500 required by present law. Upon his death his
wife generally will report the full $200 a month she receives as income,
instead of some lesser amount determined by treating as “considera-
tion’’ the additional amounts ($100 a month for the period up to the
husband’s death) on which tax was paid under present law (but not
under the bill) by her husband and spreading this exclusion over the
pexiod of her life expectancy. This new rule applies for any reduced
amount received after December 31, 1965.

The bill also provides a special rule (sec. 122(b) of the code), designed
in part as a transitional rule, to provide for those cases where a retired
serviceman has already included in his income subject to tax more
retivement pay than he has actually received. In such cases his
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retivement income is excluded from tax in 1966 and subsequent years
until the amount; so excluded equals this excess amount previously
included in gross income. In other words, to continue the case pre-
sented above, assume that prior to January 1, 1966, the serviceman
had already been retired for a period of 5 years and reported for tax
purposes in this 6D-month period an aggregate of $30,000 of income
(5500 60), whereps he actually received only $24,000 ($400X 60) in
this period. In this case, he would be treated as having $6,000 as
his “consideration for the contract.” This consideration for the
contract is then excluded under the bill from all retivement pay re-
ceived after Decendber 31, 1965, until the amount so excluded equals
the “consideration for the contract.” Thereafter, all retirement pay
is included in gross.income.

This speciaf rule will also cover cases where a serviceman after
retirement elects ta receive veterans’ benefits in lieu of some or all of
his retirement pay.. In such cases he may be required to pay to the
U.8. Treasury an amount equal to the reduction in his retired pay
resulting from electing the survivor's annuity. These deposits are
made pursuant to section 1438 of title 10 of the United States Code
and are treated as ‘‘consideration for the contract.” Under the
bill these amounts are recoverable in full on a tax-free basis from retire-
ment pay before any of this pay is includible in gross income.

Another amendment (adding sec. 72(0) to the code) provides for
the case where all of the consideration for the contract has not been
offset against his retirement income at the time of the deatn of the
retiree. Thus this amendment provides for the exclusion from gross
income of all the payments received by the survivor until the amount
so excluded equals any remaining “consideration for the contract”
not previously excluded from gross income by the retiree (under sce.
122({)))) or previously excluded from grossincome (prior to 1966) by the
survivor under seetion 72(b). Amounts received thereafter by the
survivor are, of course, included in her income subject to tax. For
both the retiree and his survivor this provision, together with the
provision described above, provides for the full recovery of the
consideration for the contract from the retirement pay (or from the
survivor’s annuity to the extent necessary) without regard to the life
expectancy of the retitee or his survivor and without regard to whether
or not this full amount may be recovered in the first 3 years of the
survivor’s annuity, '

The application of ‘new section 72(o) may be llustrated by the
following example: Assume that a serviceman who was eligible to
receive retired pay of $500 a month elected to receive reduced retired
pay of $400 a month in order to provide an annuity for his wife of
$200 o month vpon his death, and that the serviceman received
payments of $400 for:40 months before January 1, 1966. Assume
further that no part of his retired pay is excludable from gross income
by reason of disability or otherwise and that after attaining retirement
age he dies on March 1, 1966, after receiving his retired pay of $400
for the months of January and February 1966. Under section 72(0)
the widow will exclude the monthly payments she receives until she
has excluded $3,200, since the consideration for the contract was
$4,000 (40 times $100) and her husband was permitted to exclude
under section 122(b) the two payments of $400 he received in Janua
and February 1966, leaving $3,200 to be recovered tax free by his
widow. '
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If the serviceman had died on July 1, 1965, after having received
monthly payments of $400 for 34 months, the consideration for the con-
tract would have been $3,400. Under section 72(0) the widow would be
entitled to recover tax free the $3,400 less the amount she was entitled
to exclude under section 72(b) of existing law with respect to the
six monthly payments of $200 she received in the last 6 months of
1965 after her husband’s death. Assume that by reason of the
exclusion ratio under section 72(b) she was entitled to exclude $1,000
of the $1,200 she received in 1965, then beginning with the January
1966 payment she would be entitled to exclude the entire amount of
12 payments ($2,400) and therealter she would include in gross income
the entire amount of each monthly payment.

In determining whether there has been a recovery of the ‘“‘con-
sideration for the contract’” by the retiree under section 122(b), there
is not to be taken into account amounts which may be excluded from
gross income under sections 104(a)(4) and 105(d) of the code. These
exclusions granted the retiree because of disability or sickness do not
carry over to the surviving spouse since these exclusions are personally
related to the retiree alone.

In coases where an individual whose name is removed from the
temporary disability list receives a refund of an amount deducted
from his retired pay, which was withheld while he was on the dis-
ability Hst to provide the survivor annuity (10 U.S.C. 1439), it is
intended that, for taxable years beginning after December 31, 1965,
he will be able to exclude from gross income that portion of the re-
funded amount which he would have been able to exclude if he had
received the total amount of his retirement pay during the period he
was on the temporary disability retired list.

Income tax exclusion for survivor, $5,000

The final income tax amendment made by the bill adds a new sen-
tence to a provision in the code, relating to employee death benefits
(sec. 101(b)(2)(D)).

Under present law, where the serviceman dies before retirement
age but after having elected upon retirement for disability an annuity
for his surviving spouse or certain other beneficiaries, the exclusion
of up to $5,000 paid by an employer by reason of the death of the
employee is not available because the annuity for the survivor is
considered as having been purchased by the “employee” rather than
provided by the “employer.” Because of the change made by this
bill in the treatment of annuities for survivors in the case of service-
men, the annuity for the survivor no longer is considered as being
purchased by the “employee.” Therefore, the annuity of the survivor
under this bill is treated as having been paid by the employer by
reason of the death of the employee and in certain cases is eligible for
the $5,000 income tax exclusion for the survivor.

The new sentence added to the employee death benefit provision
(sec. 101(b)(2)(D)) by this bill provides that the death benefit exclu-
sion is not to be available in the case of an annuity paid under the
retired serviceman’s family protection plan if the individual who made
the election under the plan died after attaining retirement age. Thus
the exclusion in practice will be available only where the serviceman
retired before normal retirement age because of disability and dies
before attaining such age.
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As in the case of other annuities the survivor’s annuity provided
under this bill for purposes of the $5,000 exclusion is to be valued on
the date the former servicemuan died (see first sentence of sec. 101(b)
(2)(D)). Also, any:amount cxcluded under the death benefit provi-
sion is, for the purposes of determining how much of the annuity is
to be taxed, to be treated as additional consideration for the contract.
(This is provided both by the second sentence of sec. 101(b)(2)(D)
and also by the amendment adding sec. 72(0).)

The treatment described above will accord survivors under ihe
retired serviceman’s!family protection plan the same treatment as
survivors under the civil service retirement program (5 U.S.C. 2251
et seq.). ~
Income tax effective ddles

The provision relating to employee death benefits applies with
respect to individuals making the election with respeet to an annuity
for a survivor under chapter 73 of title 10 of the United States Code
who die after December 31, 1965. The other income tax amendments
apply with respect to taxable years ending after December 31, 1965.
Lstate tax exclusion

The bill amends the estate tax provisions of the code (sec. 2039(c)(4))
to exclude from the gross estate on which the Federal death tax is
levied the value of an annuity paid under the retired serviceman’s
family protection plan. This exclusion, however, does not apply to
the extent any of the! value of the annuity for the survivor is attrib-
utable to deposits (made pursuant to sec. 1438 of title 10) made by
the deceased serviceman. This is the same treatment as provided
under present law in the case of the civil service retirement program
and other qualified pension plans.

Gift tax exclusion

The bill also amends the gilt tax provisions (sec. 2517(a)(4)) to
provide that the exercise, or nonexercise, by an employee of an election
to provide an annuity for a survivor in lieu of a single pension is not to
be considered a taxable transfer for gift tax purposes if made under
the -retired serviceman’s family protection plan. This is the same
treatment already available in the case of the civil service retirement
program and other qualified pension plans.

Estate and gift tax effective dates
The estate tax amendment referred to above applies with respect

to decedents dying after December 31, 1965, and the gift tax amend-
ment applies with respect to calendar years after 1965.

IV. CHANGES IN EXISTING LAW MADE BY THE BILL,
AS REPORTED

In compliance with clause 3 of rule XIII of the Rules of the House
of Representatives, chapges in existing law made by the bill, as re-
ported, are shown as follows (existing law proposed to be omitted is
enclosed in black brackets, new matter is printed in italic, existing
law in which no change is proposed is shown in roman):
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INTERNAL REVENUE CODE OF 1954
CHAPTER 1—NORMAL TAXES AND SURTAXES

* * * * * * #

Subchapter B-—Computation of Taxable Income

* * * * * * *
PART II—-ITEMS SPECIFICALLY INCLUDED IN GROSS
INCOME
* * * * * * *

SEC. 72. ANNUITIES; CERTAIN PROCEEDS OF ENDOWMENT AND
LIFE INSURANCE CONTRACTS.

(a) GENERAL RULE FoR AxNurries. —Except as otherwise pro-
vided in this chapter, gross income includes any amount received as
an annuity (whether for a period certain or during one or more lives)
under an annuity, endowment, or life insurance contract.

(b) Excrusion Rarro.—Gross income does not, include that part
of any amount received as an annuity under an annuity, endowment,
or life insurance contract which bears the same ratio to such amount
as the investment in the contract (as of the annuity starting date)
bears to the expected return under the contract (as of such date).
This subsection shall not apply to any amount to which subsection
(d)(1) (relating to certain employee annuities) applies.

(¢) DrriNITIONS. —

(1) INVESTMENT IN THE cONTRACT.—For purposes of subsection
éb), the investment in the contract as of the annuity starting
ate is—

(A) the aggregate amount of premiums or other con-
sideration paid for the contract, minus

(B) the aggregate amount received under the contract
before such date, to the extent that such amount was ex-
cludable from gross income under this subtitle or prior income
tax laws,

(2) ADJUSTMENT IN INVESTMENT WHERE THERE IS REFUND
FEATURE.—If—

(A) the expected return under the contract depends in
whole or in part on the life expectancy of one or more
individuals;

(B) the contract provides for payments to be made to a
beneficiary (or to the estate of an annuitant) or on after the
death of the annuitant or annuitants ; and

(C) such payments are in the nature of a refund of the
consideration paid,

then the value (computed without discount for interest) of such
payments on the annuity starting date shall be subtracted from
the amount determined under paragraph (1). Such value shall
be computed in accordance with actuarial tables prescribed by
the Secretary or his delegate. For purposes of this paragraph
and of subsection (e)(2)(A), the term ‘Tefund of the considera-
tion paid” includes’ amounts payable after the death of an
annuitant by reason of a provision in the contract for a life
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annuity with mirjimum period of payments certain, but (Gf part
of the consideration was contributed by an employer) does not
include that part of any payment to a beneficiary (or to the estate
of the annuitant) which is not attributable to the consideration
paid by the employee for the contract as determined under
paragraph (1)(A).

(3) EXPECTED RETURN.—For purposes of subsection (b), the
expected return under the contract shall be determined as follows:

(A) Lire ExpcTancy.—If the expected return under the
contract, for the period on and after the annuity starting
date, depends in whole or in part on the life expectancy of
one or more individuals, the expected return shall be com-
puted with reference to actuarial tables prescribed by the
Secretary or his delegate.

(B) INSTALLMENT PAYMENTS.—If subparagraph (A) does
not apply, the expected return is the aggregate of the amounts
receivable under the contract as an annuity.

(4) ANNUITY BTARTING pateE.—For purposes of this section,
the annuity starting date in the case of any contract is the first
day of the first period for which an amount is received as an
annuity under the contract; except that if such date was before
January 1, 1954, then the annuity starting date is January 1,
1954. ‘

(d) EMrPLOYEES ANNUITIES.—

(1) EMPLOYER'S CONTRIBUTIONS RECOVERABLE IN 3 YEARS.—
Where— :

(A) part of the consideration for an annuity, endowment,
or life msurance contract is contributed by the employer, and

(B) duripg the 3-year period beginning on the - date
(whether or not before January 1, 1954) on which an amount
is first received under the contract as an annuity, the aggre-
gate amount receivable by the employee under the terms of
the contract is equal to or greater than the consideration for
the contract contributed by the employee,

then all amounts received as an annuity under the contract shall
be excluded from gross income until there has been so excluded
(under this paragraph and prior income tax laws) an amount
equal to the cansideration for the contract contributed by the
employee. Théreafter all amounts so received under the contract
shall be included in gross income.

(2) SPECIAL RULES FOI APPLICATION OF PARAGRAPH (1).—For
purposes of paragraph (1)—

(A) if the employee died before any amount was received
as an annuity under the contract, the words “receivable by
the employee” shall be read as “receivable by a beneficiary
of the employee’’; and

(B) any! contribution made with respect to the contract
while the employee is an employee within the meaning of
section 40%1(c)(1) which is not allowed as a deduction under
section 404 shall be treated as consideration for the contract
contributed by the employee.

(3) Cross REFERENCE.—

For certain rules for determining whether amounts con-
tributed by employer are includible in the gross income of
the employee, see part I of subchapter D (sec. 401 and
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following, relating to pension, profit-sharing, and stock
bonus plans, ete.).
* * * * * * *

(0) Anwvrries Unper Rrrirep ServicEman’s Faumiry Prorzc-
7108 PrLav.—Subsections (0) and (d) shall not apply in the case of
amounts recetved after December 31, 1965, as an annuty under chapter
78 of title 10 of the United States Code, but all such amounts shall be
excluded from gross income until there has been so excluded (under section
122(6) (1) or this section, including amounts excluded before January 1,
1966) an amount equal to the consuderation for the contract (as defined by
section 122(b)(2)), plus any amount treated pursuant to section 101(b)(2)
(D) as additional consideration paid by the employee. Thercafter all
amounts so recesved shall be included in gross income.

* ® # * ® * *
PART III—ITEMS SPECIFICALLY EXCLUDED FROM GROSS
INCOME

See. 101, Certain death bencfits.

See. 102. Gifts and inheritances,

See. 103, Interest on certain governmental obligations.

Sec. 104. Compensation for injuries or sickness.

Sec. 105. Amounts reccived under aceident and health plans,

Sec. 106. Contributions by employcr to accident and health plans.

See. 107. Rental value of parsonages.

See. 108. Income from discharge of indebtedness.

See. 109, Improvements by lessee on lessor’s property.

Sec. 110. Income taxes paid by lessce corporation.

See. 111. Recovery of Iimd. debts, prior taxes, and delinqueney
amounts.

See. 112. Certain combat pay of members of the Armed Forces.

See. 113. M%stering—out payments for members of the Armed

orces.

Sec. 114, Sports programs conducted for the American National
Red %ross.

See. 115. Income of States, munieipalitics, cte.

Sce. 116. Partial exclusion of dividends received by individuals.

See. 117. Scholarships and fellowship grants.

Sce. 118, Contributions to the capital of a corporation.

See. 119. Meals or lodging furnished for the convenience of the
employer.

See. 121. Gain from sale or exchange of residence of individual who
has attained age 65.

[ Sce. 122, Cross refercnces to other Acts.]

See. 122. Certain reduced uniforined services retirement pay.

Sec. 123. Cross references to other Acts.

SEC. 101, CERTAIN DEATH BENEFITS.
# ® £ ® ® # *

(b) EmproveEs’ DEATH BENEFITS.—

(1) GENERAL RULE.—Qross income does not include amounts
received (whether in a single sum or otherwise) by the bene-
ficiaries or the estate of an employee, if such amounts are paid by
or on behalf of an employer and are paid by reason of the death
of the employee.

(2) SPECIAL RULES FOR PARAGRAPH (1).—

(A) $5,000 uimitation.—The aggregate amounts exclud-
able under paragraph (1) with respect to the death of any
employee shall not exceed $5,000.
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(B) NONFORFEITABLE RIGHTS.—Paragraph (1) shall not
apply to amounts with respect to which the employee
possessed, immediately before his death, a nonforfeitable
right to receive the amounts while living. This subpara-
graph shall not apply to total distributions payable (as
defined in section 402 (a) (3)) which are paid to a distributee
within one taxable year of the distributee by reason of the
employee’s death—

(i) by a stock bonus, pension, or profit-sharing trust
described in section 401(a) which is exempt from tax
under section 501 (a),

(ii). under an annuity contract under a plan described
in section 403 (a), or

(iii), under an annuity contract purchased by an
employer which is an organization referred to in section
503(b}(1), (2), or (3) and which is exempt from tax
under section 501(a), but only with respect to that por-
tion of such total distributions payable which bears the
same ratio to the amount of such total distributions
payable which is (without regard to this subsection)
includible in gross income, as the amounts contributed
by the employer for such annuity contract which are
excludable from gross income under section 403(b) bear
to the’ total amounts contributed by the employer for
such apnuity contract.

(C) JOINT AND SURVIVOR ANNUITIES.—Paragraph (1) shall
not apply to amounts received by a surviving annuitant
under a joint and survivor’s annuity contract after the first
day of the first period for which an amount was received as
an annuity by the employee (or would have been received
of the employee had lived).

(D) Oraer aNNurmes-—In the case of any amount to
which section 72 (relating to annuities, etc.) applies, the
amount which is excludable under paragraph (1) (as modified
by the preceding subparagraphs of this paragraph) shall be
determined by reference to the value of such amount as of
the day on which the employee died. Any amount so
excludable under paragravh (1) shall, for purposes of section
72, be treated as additional consideration paid by the em-
ployee. Paragraph (1) shall not apply in the case of an
annuity undér chapter 78 of title 10 of the United States Code
if the wndividual who made the election wnder such chapier
died after attegining retirement age.

(3) SELF-EMPLOYED INDIVIDUAL NOT CONSIDERED AN EM-
pLOYEE.—For pulposes of this subsection, the term “‘employee’”
does not include .an individual who is an employee within the
meianing of section 401(c)(1) (relating to self-employed individ-
uals). :

* * : % * L * *
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SEC. 122. CERTAIN REDUCED UNIFORMED SERVICES RETIREMENT
PAY

() Genrerar Rure.—In the case of @ member or former member of
the uniformed services of the United States who has made an election under
chapter 73 of title 10 of the United States Code to receive a reduced amount
of retired or retainer pay, gross income does not include the amount of
any reduction after December 81, 1966, in his retired or retainer pay by
reason of such election.

() Specrar Rure.—

(1) AmMouNT EXCLUDED FROM GROSS INCOME.—In the case of any
individual referred to in subsection (a), oll amounts recetved after
December 31, 1965, as retired or retainer pay shall be excluded
from gross income unitil there has been so excluded an amount equal
to the consideration for the contract. The preceding sentence shall

" apply only to the extent that the amounts recetwed would, but for such
sentence, be includible in gross income. '

(2) CoNSIDERATION FOR THE CONTRACT.—IFor purposes of para-
graph (1) and section 7%(0), the terms ‘‘consideration for the contract”
means, in respect of any individual, the sum of—

(A) the total amount of the reductions before January I,
1966, in his retired or retainer pay by reason of an election
under chapter 78 of title 10 of the United States Code, and

(B) any amounts deposited at any time by him pursuant to
section 1438 of such title 10.

* *® * * ® * *
SEC. [122] 123. CROSS REFERENCES TO OTHER ACTS.
* * Tk * * * ’ *
CHAPTER 11—ESTATE TAX
* * % * * * *
Subchapter A—Estates of Citizens or Residents
* * * % * * *
PART III—GROSS ESTATE

* * * * * * *

SEC. 2039. ANNUITIES.

(a) GeNBrAL—The gross estate shall include the value of an
annuity or other payment receivable by any beneficiary by reason of
surviving the decedent under any form of contract or agreement
entered into after March 3, 1931 (other than as insurance under policies
on the life of the decedent), if, under such contract or agreement, an
annuity or other payment was payable to the decedent, or the decedent
possessed the right to receive such annuity or payment, either alone
or in conjunction with another for his life or for any period not as-
certainable without reference to his death or for any period which
does not in fact end before his death.

(b) AmounT IncLubiBLE—Subsection (a) shall apply to only such
part of the value of the annuity or other payment receivable under
such contract or agreement as is proportionate to that part of the
purchase price therefor contributed by the decedent. For purposes
of this section, any contribution by the decedent’s employer or former
employer to the purchase price of such contract or agreement (whether
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or not to an employee’s trust or fund forming part of a pension,
annuity, retirement, bonus or profit-sharing plan) shall be considered
to be contributed by the decedent if made by reason of his employment.

(¢) Exemrrion. oF Axnuimies Unper OCrrrain TruUsTs AND
Prans.—Notwithstanding the provisions of this section or of any
provision of law, there shall be excluded from the gross estate the
value of an annuity or other payment receivable by any beneficiary
(other than the exécutor) under—

(1) an employees’ trust (or under a contract purchased by an
employees’ trust) forming part of a pensior, stock bonus, or profit-
sharing plan which, at the time of the decedent’s separation from
employment (whether by death or otherwise), or at the time of
termination of the plan if earlier, met the requirements of section
401(a); ?

(2) & retirernent annuity contraet purchased by an employer
and not by an emplovees’ trust) pursuant to a plan which, at the
time of decedent’s separation from employment (by death or
otherwise), or at the time of termination of the plan if earlier,
was a plan desé¢ribed in section 403(a); For]}

(3) a retirement annuity contract purchased for an employee
by an employer which is an organization referred to in section
503 (b) (1), (2), or (3), and which is exempt from tax under
section 50L(a)[.] ; or

(4) chapter 78 of title 10 of the United States Code.

If such amounts payable after the death of the decedent under a plan
described in paragraph (1) or-[(2) or] (2), under a contract described
in paragraph (3), or under chapter 73 of title 10 of the United States
Code are attributable to any extent to payments or contributions made
by the decedent, no; exclusion shall be allowed for that part of the
value of such amourts in the proportion that the total payments or
contributions made by the decedent bears to the total payments or
contributions made. . For purposes of this subsection, contributions
or payments made by the decedent’s employer or former employer
under a trust or plan described in paragraph (1) or (2) shall not be
considered to be contributed by the decedent, and contributions or
payments made by the deced);nt’s employer or former employer
toward the purchase:of an annuity contract described m paragraph
(3) shall, to the extent excludable from gross income under section
403(b), not be considered to be contributed by the decedent. Tor
purposes of this subsection, confributions or payments on behalf of
the decedent while he was an employee within the meaning of section
401(c)(1) made under a trust or plan deseribed in paragraph (1) ar
(2) shall be considered to be contributions or payments made by the
decedent. For purposes of this subsection, amounts payable under
chapter 78 of title 10 aof the United States Code are attributable to pay-
ments or contributions made by the decedent only to the extent of amounts
deposited by him pursuant to section 1438 of such title 10.
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* * H® #H #* #* #*

Subchapter B—Transfers
& * & * # #® &
SEC. 2517. CERTAIN ANNUITIES UNDER QUALIFIED PLANS.

(8) Guneratn Rurm.—The exercise or nonexercise by an employee
of an election or option whereby an annuity or other payment will
become payable to any beneficiary at or after the employee’s death
shall not be considered a transfer for purposes of this chapter if the
Opfilon or election and annuity or other payment is provided for
under—

(1) an employees’ trust (or under a contract purchased by an
employees’ trust) forming part of a pension, stock bonus, or
profit-sharing plan which, at the time of such exercise or non-
exercise, or at the time of termination of the plan if earlier, met
the requirements of section 401(a);

(2) a retirement annuity contract purchased by an employer
(and not by an employees’ trust) pursuant to a plan which, at
the time of such exercise or nonexercise, or at the time of termina-
’i%on]()f the plan if earlier, was a plan described in section 403(a);

or

(3) a retirement annuity contract purchased for an employee
by an employer which is an organization referred to in section
503(b) (1), (2), or (3), and which is exempt from tax under
section 501(a)[.1 ; or

(4) chapter 73 of title 10 of the United States Code.

(b) TRANSFERS ATTRIBUTABLE 1O EMPLOYEE CONTRIBUTIONS,—
Tf the annuity or other payment referred to in subsection (a) (other
than paragraph (4)) is attributable to any extent to payments or con-
tributions made by the employee, then subsection (a) shall not apply
to that part of the value of such annuity or other payment which bears
the same proportion to the total value of the annuity or other pay-
ment as the total payments or contributions made by the employee
bear to the total payments or contributions made. Ior purposes of
the preceding sentence, payments or contributions made by the em-
ployee’s employer or former employer toward the purchase of an
annuity contract described in subsection (a)(3) shall, to the extent
not excludable from gross income under section 403(b), be considered
to have been made by the employee. For purposes of this subsection,
payments or contributions on behalf of an individual while he was an
employee within the meaning of section 401(c)(1) made under a trust
or plan described in subsection (a)(1) or (2) shall be considered to be
payments or contributions made by the employee.

(c) EmpLoyEE Drringp.—For purposes of this section, the term
“employee’” includes a former employee.

O
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